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RETIREMENT PLANS FOR THE SELF-EMPLOYED.: THE
TREASURY'S NEW PROMISE TO PROFESSIONALS
George E. Ray*
I. Introduction
Trhe perennial story of the battle for equality by unincorporated professional
people who seek retirement plan benefits comparable to those afforded corporate
employees brings to mind the plight of the heirs in the celebrated case of Jarndyce
v. Jarndyce in Dickens' Bleak House1 While the heirs in Dickens' story had their
inheritance wasted away over a period of a century, doctors, lawyers and other
professional people have only suffered for little more than a quarter century.
During all this time their efforts to achieve equality in the field of retirement
benefits have fallen on deaf ears at the Treasury Department. Many professionals
have, in this period, seen their entire careers pass by without the opportunity
to provide for their own old age, or to provide adequate protection for their
widows and families. At the same time they have seen their professional patients
and clients adequately cared for through corporate retirement plans.
With the publication on August 8, 1969, of Technical Information Release
(T.I.R.) No. 1019,, in which the Justice and Treasury Departments finally
acknowledged defeat in their court battles against professional corporations and
associations, the long struggle for equality by professional people gave promise of
an end. In T.I.R. No. 1019, the Treasury Department stated:
The Internal Revenue Service announced today, in response to recent
decisions of the Federal courts, that it is conceding that organizations of
doctors, lawyers, and other professional people organized under state professional association acts will, generally, be treated as corporations for tax
purposes 3
On March 2, 1970, T.I.R. No. 1019 was implemented by Revenue Ruling
70-101," which ruled that a professional service organization, organized and
operated under specific statutes of the various states, would be treated as a corporation for federal tax purposes. Virtually all state laws which provide for professional corporations and associations were given blanket approval by this
revenue ruling. 5
* Member, State Bar of Texas; A.B., Harvard, 1932; LL.B., Harvard, 1935; partner,
McCulloch, Ray, Trotti & Hemphill, Dallas, Texas. Mr. Ray is the author of numerous articles
on the taxation of professional corporations and associations.
1 G. DcKENs,BLEAx HOUSE (1852).
2 T.I.R. No. 1019, 7 OCH 1969 STAND. FED. TAX REP. 6867, at 71,625.
3 Id. While T.I.R. No. 1019 expressly refers only to professional "associations," it certainly must also apply to professional "corporations."
4 Rev. Rul. 70-101, 1970 INT. REv. BULL. No. 9, at 13.
5 Revenue Ruling 70-101 stated, in addition, that a professional service organization which
meets the organization and operation requirements for corporate classification under the
Treasury Regulations will also be classified as a corporation. Id. at 16. The special problems
of associations organized in Pennsylvania, Illinois and Texas were also pointed out in the

ruling:

[An] organization formed under Purdon's Pennsylvania Statutes Annotated, Title
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With the decks cleared by these Treasury pronouncements, many professional people proceeded to organize their professional practice into the corporate
or association form.6 However, no wholesale shift from partnership and proprietorship to corporation or association took place. Nevertheless, it was not long
before the Treasury Department began to cast doubts on the wisdom of organizing the professional corporation or association.
In an interview published July 20, 1970,1 K. Martin Worthy, Chief Counsel
of the Internal Revenue Service, expressed concern at the tendency of professional
people to form corporations:
As a professional man, I'm concerned about the tendency of doctors,
dentists, lawyers, architects, and others to form corporations. I don't think
it's necessarily in the public interest. The difficulty arose because sole owners
and partners haven't been treated like other taxpayers for retirement plan
purposes, but the Treasury has a great deal of interest in making changes in
the law relating to deferred compensation so that all similarly situated taxpayers will be treated alike, no matter what the form of their business. If
the changes take place, incorporated doctors who decide to go back to
practicing as individuals or partnerships could find themselves facing serious
tax problems when they start breaking up the corporations they've formed.8
Shortly thereafter, Mr. Worthy indicated what course the Treasury planned
to take in order to have "similarly situated taxpayers ...treated alike." In a
speech at the August 1970 annual meeting of the American Bar Association, he
stated:
The Treasury Department is now preparing legislative proposals which
would amend the law so as to remove the present discrimination between tax
treatment of qualified plans for employes [sic] and qualified plans adopted for
self-employed persons. It now appears likely that these legislative proposals
will be introduced at the next session of Congress.
15, Chapter 41, Sections 12601-12619 (Professional Association Act) effective 1961;
Illinois Annotated Statutes, Chapter 106/, Sections 101-110 approved August 9,
1961, and Vernon's Annotated Civil Statutes, Article 1528f, Sections 1-20 (Texas
Professional Act) effective June 18, 1969, may or may not so qualify for classification as a corporation in a given case. Id.
6 The growing minority of lawyers who had incorporated was noted in the Wall Street
Journal:
They're still a minority, but more lawyers are incorporating because of the tax
advantages. An American Bar official guesses that between 20,000 and 30,000 of the
nation's 212,000 privately practicing lawyers have incorporated. California, Florida,
Texas, Michigan, Minnesota lead other states, says Lawyers World, a professional
journal. Wall Street Journal, Jul. 29, 1970, at 1, col. 5 (E. ed.).
These figures appear to be entirely too high, and informal estimates by the Internal Revenue
Service officials have indicated that the figure is considerably lower.
7 MDICAL EcONOMICS, July 20, 1970, at 19.
8 Id. at 36. In August, 1970, Mr. Worthy was again quoted in words promising a better
solution than that provided by professional corporations:
[L]egislative proposals are in the making that would remove the "present discrimination between the treatment of qualified pension and profit sharing plans for
employees and qualified plans adopted by self employed persons." THE RE EARcH
INSTITUTE Or AMERICA, INC., TAx COORDINATOR, Aug. 13, 1970, (quoting I.R.S. News Rel.,
Aug. 7, 1970).
The Treasury Department's objectives were later stated by another Treasury Department
official: "What we are working toward is to change the law so that persons similarly situated
will be taxed alike on pension contributions, regardless of position or occupation." U.S. NEws
& WORLD REPORT, Sep. 14, 1970, at 33.
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This is a consideration which I think should be taken into account by
any professional person who is thinking of incorporating now or in the near
future, particularly since it may be difficult for the professional person to
withdraw from his incorporated form of doing business, should he desire
to do so at some time in the future, without experiencing adverse tax
consequencesY
John S. Nolan, Deputy Assistant Secretary of the Treasury, has also noted
that "existing law involves serious inequity and discrimination against selfemployed persons so far as pension benefits are concerned.""0 He added, "The
law needs to be rectified and we ought to be able to develop tax rules that will
end the discrimination."1 " In accord with Mr. Worthy's admonition, Mr. Nolan
further stated:
The advantages gained by professional people in incorporation are likely
to be, at most, temporary.
Either Congress will eventually go along with the Treasury and put
everyone on an equal footing so far as tax rules on pensions are concerned,
or else it will cut back on retirement-plan benefits for incorporated1 2organizations to the levels applying to nonincorporated professional people.
Since these statements of the Treasury's position, there have been reports
that the Treasury Department's proposals include a uniform limitation on contributions to all retirement plans. 3 The limit reported was fifteen percent of
annual compensation or $10,000, whichever is less. 4 Along with the limitation
on contributions would come more restrictive treatment of other aspects of corporate retirement plans, including restrictions of vesting, lump sum distributions and
the estate and gift tax exclusion of benefits at death.' 5 Certainly it would be
hard to quarrel with the Treasury's desire for equalization in this area, particularly after a quarter century of disparity and inequality for the unincorporated
professional.
With the above suggestions in mind, it now appears that perhaps the
Treasury plan for equalization between retirement plans for professional people
and those for corporate employees will be based, at least in substantial part, on
the basic elements of those retirement plans presently allowed the self-employed
individual under the Internal Revenue Code-Keogh (or H.R, 10) plans.'
Accordingly, a careful analysis of such plans would appear to be in order, not
only to foresee what the Treasury may have in mind, but also to try to assist in
the formulation 6f an equitable solution to the problem. This analysis will con9

U.S. Naws & Wo=u REPORT, Sep. 14, 1970, at 33.

10 Id.
11 Id.
12 Id.
13 Changes in Pension Plans: Tax Rules the Treasury Wants, U.S. News & World Report,
Sep. 14, 1970, at 32, 33.

14 Id.
15 Id.

The basic Internal Revenue Code provisions involving Keogh or H.R. 10 plans and
INT. RZV. CODE of 1954, §§ 401-04. For a comparison
of Keogh plans with corporate plans based on the law as it existed prior to 1965, see Ray, A
Comparison of Tax Benefits Available Under H.R. 10 with Those Provided by Professional
Associations, 26 GA. B.J. 269 (1964).
16

other deferred compensation plans are in
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sider the Keogh plan in some detail, first, as to its basic advantages, and, second,
by comparing it to the alternative afforded by the professional corporation.
II.

Tax Advantages of Keogh Plans

The tax advantages of Keogh plans are few in number but nevertheless
real.
The most obvious advantage of the Keogh plan, taxwise, is the fact that
contributions to such a plan, while limited to ten percent of the earned income
of an "owner-employee" or $2,500, whichever is less, constitute a valid deduction
for income tax purposes.". An "owner-employee" is an owner who is also an
employee and who has a ten percent interest in capital or profits.' To a taxpayer
who is desperately seeking some form of legitimate deduction, this is certainly
better than nothing at all.
A second advantage of Keogh plans lies in the fact that whatever is earned
on the contributions which have been made to the Keogh plan trust fund will
accumulate tax free. 9 This is true whether the accumulation consists of dividends, interest, rent, or other earnings which would ordinarily be ordinary income,
or whether it consists of capital gains on sales or exchanges.2" This accumulation,
over a period of a number of years, may, of course, add up to a considerable
amount.
If at least one employee other than an owner-employee is participating in
the plan during the tax year and if such employee has the right to make voluntary
contributions under the plan, the owner-employee may also make such voluntary
contributions. 2 ' This is advantageous because the earnings on these contributions
will also accumulate tax free until distribution.
A further advantage of Keogh plans lies in the fact that lump sum distributions of benefits to self-employed individuals, whether or not owner-employees,
will be taxed on a five year forward-averaging basis.22 Under the averaging rule
the tax on the distribution will be the greater of:
(i) 5 times the increase in tax which would result from the inclusion
in gross income of the recipient of 20 percent of so much of the amount so
received as is includible in gross income, or
(ii) 5 times the increase which would result if the taxable income of
the recipient for such taxable year equaled 20 percent of the excess of the
aggregate of the amounts so received and includible in gross income over the
amount of the deductions allowed the recipient for such taxable year under
section 151 (relating to deductions for personal exemptions).2
This averaging rule alleviates, at least to some extent, the tax burden involved in
receiving all of the income as ordinary income in one taxable year. In evaluating
INT. REv. CODE of 1954, § 404(e) (1).
18 INT. REV. CoDE oF 1954, § 401(c) (3).
Treas. Reg. § 1.401-10(d) (1963).
19 INT. REV. CODE oF 1954, § 501(a).

17

For further refinement of this definition see

20

Id.

21

See Treas. Reg. § 1.401-13(b) (3) (i) '(1963).
INT. REv. CODE OF 1954, § 72(n).
Treas. Reg. § 1.72-18(d)(1) '(1963).

22
23
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the benefit from the five year forward-averaging rule, one might note that, had
the individual made investments outside the Keogh plan trust with after-tax
dollars, the increase in value of those investments would be given capital gain
treatment when sold. The benefits to be derived from the five year forwardaveraging rule must, therefore, be weighed against these possible capital gain advantages. Moreover, investments made outside the Keogh plan trust could be
sold, with capital gain treatment, at any time after six months had expired,
whereas the distribution of benefits to the owner-employee from the Keogh plan
trust could only come at the time of his retirement, between the ages of 59/2
and 702, unless he died or was totally disabled prior to that date.2 4
A further tax advantage of sorts should be noted in the fact that the amount
of the contributions to a Keogh plan, to the extent deductible, is treated as a
deduction from gross income in computing adjusted gross income.25 Accordingly,
an owner-employee may avail himself of this deduction on his individual income
tax return and still qualify for the standard deduction.
The above-listed advantages of Keogh plans are, perhaps, "better than
nothing," but they certainly are not nearly as imposing as the benefits to be
derived from professional corporations, as will be seen from a comparison of
Keogh plans with corporate'plans.
III.

Comparison of Keogh with Corpbrate Plans

Keogh plans, when compared with corporate plans, come ouLt second best
in seven major respects. These areas of comparison relate to (1) contributions,
(2) coverage, (3) vesting, (4) distributions, (5) integration, (6) trustees, and
(7) estate tax.
1. Contributions Probably the most serious disadvantage of a Keogh plan
is the limitation placed upon the amount of contributions which the owneremployee may make to the plan and the limitation on the deductibility of such
contributions. As previously stated, the basic limitation on-the annual contribution and the annual deduction under H.R. 10 is ten percent of "earned income"
or $2,500.00, whichever is less."6 Prior to 1968, although the basic limitation on
the annual contribution was the same, the owner-employee could not deduct more
27
than $1,250 against his taxable income.
In the case of a professional corporation or association, the contributions
which may be made to retirement plaisare not subject to limitations nearly as
stringent as those of H.R. 10. In the case of a pension plan, contributions may be
made in such amounts as may be actuarially determined to be necessary to
adequately fund the plan. 8 In the case of a profit-sharing plan, contributions
may be made up to fifteen percent of the payroll of the covered employees.29 In
24 Treas. Reg. § 1.401-12(m) (I), T.D. 6985, 1969-1 CuM. BULL. 66.
25 INT. REV. CoDn or 1954, § 62(7).
26 INT. REv. CoDa or 1954, §§ 401(e)'(1) (B), 404(e).
27 Act of October 10, 1968, Pub. L. No. 87-792, § 3, 76 Stat. 819. This provision is
discussed in Ray, supra note 16.
28 See INT. R1v. CODE or 1954, § 404(a).

29 Id.

NOTRE DAME LAWYER

[Spring, 1971]

the case of a combined pension and profit-sharing plan, contributions up to
twenty-five percent of the payroll of the covered employees may be made." Contributions to plans of Subchapter S corporations in excess of ten percent of compensation or $2,500, whichever is less, on behalf of a shareholder-employee owning
five percent or more of the corporate stock, were made taxable to him under the
Tax Reform Act of 1969 for years after 1970."'
Under Keogh plans, if an owner-employee is in control of a business (i.e.,
if he owns more than fifty percent of either the capital or profits interests, either
alone or in conjunction with other persons who are owner-employees and participants under the plan), all his plans must form a single plan which qualifies for
all employees." In the case of corporate plans there is no such requirement.
In addition to these differences between H.R. 10 and corporate plans, there
may be differences in treatment of different individuals under the same H.R. 10
plan. H.R. 10 distinguishes between those owners of a business who own more
than ten percent and those who own less than ten percent, that is, between the
"owner-employees" and the "self-employed." The self-employed individuals, who
are not owner-employees, in that they are not sole proprietors, or do not own
more than ten percent capital or profits interest in a partnership of which they are3
members, are not subject to the $2,500 limitation which applies to contributions.
Thus, if they have sufficient earned income to permit a contribution in excess of
$2,500, it may be made. For example, if two partners each earn $40,000 per year,
but one of them owns ten percent or more in the firm and the other owns less than
ten percent, then the firm may contribute $4,000 for one of the partners, but
only $2,500 for the other. In the case of each partner, however, only a $2,500
tax deduction may be taken. The advantage in being able to contribute amounts
in excess of $2,500 is that the increment on such amounts will not be taxable
until actual distribution is made at the end of the accumulation period.
Penalties are provided under H.R. 10 for excessive contributions. If the selfemployed person receives notification from the Internal Revenue Service that his
contribution was excessive, he must retrieve the excess within six months,
together with the income earned on it.14 For this purpose, an excess contribution
is an amount which exceeds the total of (1) allowable contributions, upon which
the deductible amount is based, and (2) permitted voluntary contributions, which
in no case are deductible." If the excess contribution is "willfully made," then
the individual's entire interest will be returned to him and he will be disqualified
from participating in any plan for a five-year period. 6 An exception to this rule
is provided where the plan is funded by a level premium insurance or endowment
policy 7 Under such a plan, the self-employed person could contribute each
year the amount of the level premium, even though his earned income declined,
so long as it did not exceed his average earned income for the three years preced30

31

32
33

34
35
36

37

Id.

INT. REV. CODE OF 1954, §§ 1379(b)(1),
INT. REv. CODE OF 1954, § 401(d) (9).

1379(d).

See generally INT. REV. CODE OF 1954, § 401(e)(1).
INT. REV. CODE OF 1954, §§ 401(d) (8), 401(e) (2).
See INT. REv. CODE OF 1954, § 401(e) (1).
INT. REV. CODE OF 1954, § 401(e) (2)
INT. REv. CODE OF 1954, § 401 (e) (3).

(E).
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ing the issuance of the last policy under the plan. Also, bond purchase plans are
not subject to the excess contributions rules.38 Likewise, amounts paid for life insurance protection and disability benefits, which are, of course, not deductible,
would not be considered "excess" contributions. 9 Penalties similar to these do
not exist for qualified corporate plans.
2. Coverage The basic rule of H.R. 10 plans as to coverage is that all regular
employees with three or more years of service must be included in the plan. 40
In the case of retirement plans outside H.R. 10, there are rules against discrimination in favor of officers and higher compensated employees.41 Corporate
retirement plans may qualify if they cover a specified percentage of employees, or
if the classification does not discriminate in favor of the officers or higher paid,
supervisory, or stockholder employees.42 Under corporate retirement plans, it is
possible to require up to five years' service to be eligible for the plan, as well as
to set minimum ages for qualification.43 In addition, plans may exclude certain
classes of employees, such as hourly-paid workers, or those covered, by a unionnegotiated plan, but not if this constitutes discrimination against them.44
The coverage requirements of H.R. 10 will always apply to small partnerships, but in a larger partnership where there is no partner with a ten percent
or greater interest, the eligibility requirements of H.R. 10 will not apply.45 Instead, the general eligibility requirements applicable to corporate plans will be
the standard.46
Another provision with respect to coverage is that, if any partner has more
than a ten percent interest, and he alone, or with other partners, owns more than
a fifty percent interest in the capital or profits of another partnership, then the
first partnership cannot adopt an H.R. 10 plan unless the second partnership
also adopts such a plan and provides benefits as favorable as those provided by
the first partnership.4 This will prevent a partnership from splitting up its business into two partnerships and thereby providing H.R. 10 benefits for only one
of them. One further provision with respect to Keogh plan coverage provides
that a partner who has a ten percent or greater interest may not be covered by
48
the plan unless he expressly consents to it.
3. Vesting H.R. 10 requires that contributions made under an H.R. 10 plan
be nonforfeitable when made.49 In the case of a partnership which does not have
any ten percent partners, the vesting provisions do not apply.
On the other hand, under qualified corporate plans there need be no vesting
38
39
40

41
42

43
4(c),
44

45
46

47
48
49

INT. REv. CODE OF

1954, § 405.

Treas. Reg. § 1.401-13(b) (1) (i) (1963).
INT. REV. CODE Or 1954, § 401(d) (3).
INT. REv. CODE OF 1954, § 401(a) (3) (B).
INT. REv. CODE OF 1954, § 401(a) (3).
Treas. Reg. § 1.401-3(d), T.D. 6982, 1968-2 Cum. BULL. 168; Rev. Rul. 69-421, pt.
1969-2 Cum. BULL. 59, at 71.
INT. Rlv. CODE OF 1954, § 401(a) (5).
See INT. REV. CODE OF 1954, § 401(d).
See INT. REv. CODE OF 1954, §§ 401(a) (3), 401(d).
INT. REv. CODE OF 1954, § 401(d) (9).
INT. REv. CODE OF 1954, § 401(d) (4) (A).
INT. Iv.

CODE OF

1954, § 401(d) (2) (A).
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until retirement. 0 Therefore, in the case of pension plans, it is general practice
to provide that an employee must remain employed for a specified period of years
before his interest in the plan becomes nonforfeitable. Although there are no stated
requirements as to vesting prior to the participant's retirement,"' a qualified profitsharing plan will generally provide a graduated scale over a period of years,
during which time a specified portion of such employee's interest vests and becomes nonforfeitable. Where there is a minimum vesting period provided under a
corporate retirement plan, the forfeitures resulting may provide a considerable
advantage to those employees who stay with the employer. The forfeitures may
not, however, be allocated on a basis which discriminates in favor of the officers
or higher paid, shareholder, or supervisory employees.52
The vesting provisions of H.R. 10 appear to run counter to one of the
principal reasons for retirement plans-namely, to encourage employees to stay
with the employer. Once an employee under the H.R. 10 plan has accumulated
some interest under the plan, the existence of this interest, providing a ready
source of money to the employee if he leaves the employer, can become an inducement to leave, rather than to stay with the employer. In the case of a corporation,
the vesting provisions with respect to profit-sharing plans can sometimes work
this way as well, and the author knows of instances where corporate employees
have used their vested interest under a profit-sharing plan to provide them with
the starting capital to enter a new business in competition with their old employer.
4. Distributions Under H.R. 10 an owner-employee may not be paid any
benefit prior to the time he reaches the age of 59y/2, except in the case of death
or total disability.53 Benefit payments mnst, in any event, begin before he reaches
the age of 702.54 In the case of all other persons covered under an H.R. 10 plan,
the distribution of such employee's interest must be made or begun not later than
the year he reaches 701/2 or the year in which he retires, whichever is later.5
With an H.R. 10 plan, there can be no provision for distributions to owneremployees in case of emergency, nor can there be provisions for their early retirement or for distribution on termination of the plan before the owner-employee
reaches the age of 59/2 years.5" Premature distributions are subject to penalty."
In the case of a premature distribution, no further contributions may be made for
the self-employed individual for five years thereafter," and, in addition, a tax
penalty is imposed on the self-employed person receiving the distribution.55
In the case of ordinary corporate retirement plans, broad discretion is usually
given to the trustee to determine the method of distribution which will best suit
the needs of the individual employee. Provisions are generally made for early,
normal or late retirement.
50
51
52
53
54
55
56
57
58
59

Rev. Rul. 65-178, pt. 5(c), 1965-2 GuM. BULL. 94, at 120.
Id.
Rev. Rul. 69-421, pt. 5, 1969-2 Cum. BULL. 59, at 74.
INT. REv. COD. o 1954, §§ 401(d) (4)(B), 401(d)(7).
INT. REv. CODE OF 1954, § 401 (a) (9) (A).
Id.
See generally Rev. Rul. 65-21, 1965-1 Cum. BULL. 174.
INT. Rav. CoDE Or 1954, § 72(m) (5).
Treas. Reg. § 1.401-12(m) (1) (ii), T.D. 6985, 1969-1 CuM. BULL. 66.
INT. Rav. CODE or 1954, § 72(m) (5).
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Another very important difference with respect to distributions rests in the
fact that in the case of corporate plans, distributions of the entire interest to an
employee in one taxable year are given preferred tax treatment. To the extent
that a lump sum payout consists of employee contributions, it will, of course, be
taxfree. To the extent that such a payout consists of earnings by the fund, it will
be taxed at capital gains rates. Capital gain treatment will also be given to that
portion of the payout representing employer contributions prior to December 31,
1969. However, to the extent the lump sum payout represents employer contributions after December 31, 1969, that portion will be taxed as ordinary income
to the recipient.?' Under H.R. 10 such a lump sum distribution to a self-employed
individual does not result in capital gain treatment, but such individual may
compute his tax on the lump sum distribution by using the five year forwardaveraging rule discussed above.6"
In case of the death of the self-employed person, H.R. 10 provides that
distributions must be made to his beneficiaries either (1) within five years from
the date of his death or the death of his spouse, whichever is later, or (2) by
purchasing within five years an immediate annuity payable over a period no
longer than the beneficiary's life or life expectancy, or (3) if payment started
before his death, for a period not longer than the life expectancy of himself and
his spouse.62 If the distribution is made under alternative (1), and is completed
within a single taxable year, the distribution will be treated under the special
rules of the law relating to lump-sum distributions and the special five-year
averaging device will apply.6" On the other hand, if the distribution is made as
permitted by alternative (2), there will be no tax due upon distribution of the
annuity contract to the beneficiary, but he will be taxed under section 72 of the
Internal Revenue Code (relating to annuities) on amounts actually received by
him under the annuity contract." Distribution under alternative (3) is also
taxable at the time payments are received by the beneficiary under the annuity
contract. 5 The third alternative was added in order to eliminate the needless
cancellation of one annuity contract and the issuance of another one at the
death of the self-employed individual which would pay out over the same period

as the original.
If a self-employed individual becomes disabled, so that he cannot engage in
"substantial gainful activity," and the disability is expected to be "of long-continued and indefinite duration," then a ' distribution may be made to the selfemployed individual at the time of the occurrence of the disability."6
60
61
62
63

INT. Ryv. CODE OF 1954, § 402(a) (2), 402(a) (5)'.
See text accompanying notes 22-24, supra.
INT. Rav.CODE OF 1954, §§ 401(a) (9) (B), 401(d) (7).
See generally INT. REv. CODE OF 1954, § 72(n).

64 See INT. Rav. CODE oF 1954, §§ 72, 401(d) (7).
65 See id.

66 INT. REv. CODE OP 1954, § 401(d) (4)'(B). "Disabled" is defined in § 72(m) (7) of
the Internal Revenue Code as follows: ,
[Ajn individual shall be considered disabled if he is unable to engage in any substantial gainful activity by reason of any medically determinable physical or mental
impairment which can be expected to result in death or to be of long-continued
and indefinite duration. An individual shall not be considered to be disabled unless
he furnishes proof of the existence thereof in such form and manner as the Secretary
or his delegate may require.
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In the case of death or disability of the corporate employee, the broad discretion of the trustee will determine whether or not a distribution will be made."7
5. Integration H.R. 10 provides that where owner-employees are included,
the plan may be integrated with the Social Security System only if the contributions for the owner-employees do not exceed one-third of the total contributions
under the plan. 5 The plan is given credit only for the actual Social Security
contributions made by the employer. This requirement can, of course, eliminate
integration of a plan with Social Security in cases such as a law partnership,
where the contributions for the lawyers will generally be considerably in excess
of one-third of the total contributions under the plan. Thus, the integration
requirements of H.R. 10 will in many cases limit, if they do not eliminate
altogether, any possible integration of the plan with Social Security.
6. Trustee Under H.R. 10 plans, a bank is generally named as trustee unless
the fund is invested exclusively in annuity, endowment, or life insurance contracts.0 9 There are, however, exceptions to this general rule. Where the fund is
invested exclusively in (1) regulated investment company stock, or (2) annuity,
endowment, or life insurance contracts issued by an insurance company, then
a bank may be named as custodian rather than as trustee."° An additional exception to the requirement that there be a bank trustee is where the fund is invested
in special United States Government bonds issued for that purpose." These bonds
are nontransferable and cannot be cashed until the individual has reached the
age of 592 years, has died, or has become disabled.
In the case of a corporate retirement plan, on the other hand, there is considerable choice as to who might be selected to act as trustee."'
Even where a fund under H.R. 10 is allowed a corporate trustee, transactions
by the trustee with owner-employees are severely restricted, and loans from the
fund to such owner-employees, as well as any property transactions between them
and the trust fund, are prohibited.7"
7. Estate Tax
In the case of a corporate retirement plan, distributions on an
employee's death to his beneficiaries, other than his executor or his estate, are
exempt from federal estate tax to the extent that they are attributable to contributions made by the employer. 4 This estate tax exemption is not available in
the case of distributions at death under H.R. 10, as to the self-employed, whether
they own a ten percent interest or not." With respect to ordinary employees,
however, the estate tax exemption does apply.70
67 Compare INT. RaV. CODE. OF 1954, § 401(a) with INT. RaV. CODE OF 1954, § 401(d).
68 INT. REV. CODE OF 1954, § 401(d) (6).
69 Treas. Reg. § 1.401(12) (c) (1963).
70 INT. REV. CODE OF 1954, § 401(f).
71 See INT. REv. CODE OF 1954, § 405.
72 The requirements of Treasury Regulation Section 1.401 (12) (c) relating to bank trustees
apply only to plans benefiting owner-employees. No similar provision appears in the regulations
dealing with corporate retirement plans.
73 INT. RV. CODE OF 1954, § 503(g).
74 INT. REV. CODE OF 1954, § 2039(c).

75 See id.
76

INT. REv. CoDE or 1954,

§ 2039(c).
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In addition, under H.R. 10 the self-employed cannot qualify for the $5,000
death benefit which, in the case of corporate retirement plans, may be made
free of estate tax to the widow, estate, or designated beneficiaries of an employee."'
From the above discussion of the seven major areas of comparison of
retirement plans, it is obvious that Keogh plans have many disadvantages when
compared to corporate plans. Thus, it is clear that the Keogh plan, as a basis
for improving the tax treatment of professional people, leaves much to be
desired. The deficiencies of Keogh plans with respect to contributions are of
major dimensions. While of lesser dimensions, the disadvantages of the Keogh
plans with respect to coverage, distributions, integration and the estate tax may
be of considerable, if not prime, importance. Less important, generally, are the
deficiencies of Keogh plans with respect to vesting and the choice of trustee. In
evaluating the choice that the Treasury proposals will afford to professional
people, careful attention will need to be given to how the new Treasury plan
treats professional people in the seven major areas of comparison, and particularly
so with respect to the five major deficiencies of Keogh plans.
IV. Shaping the New Proposal
The big question now confronting professional people is "what lies in the
future?" Which way should they jump?
On the one hand, they are aware of the long history of professional corporations since the Kintner case78 in 1954, the Galt case 9 in 1959 and the Foreman
case"0 in 1964, in which the courts recognized professional corporations for federal
income tax purposes; they are conscious of the Treasury Department's constant
refusal to acknowledge these decisions; 1 they are also aware of the passage of the
Keogh Bill in 1962,82 and the issuance of new regulations with respect to professional associations and corporations in 1965 ;' and, finally, they are cognizant of
the 1969 pronouncement in T.I.R. No. 1019 that the Treasury would no longer
contest professional corporations and associations in court. Following the publication of T.I.R. No. 1019 came the struggle in the United States Senate to include
in the Tax Reform Act of 1969 a provision crippling, if not eliminating altogether,
professional corporations and associations.8 5 By final vote in the Senate, 65 to 25,
however, the onerous provision was eliminated." But left in its wake was a provision taxing a five percent or more shareholder-employee of a Subchapter S
corporation on contributions to retirement plans in excess of $2,500 or ten percent
of compensation,. whichever is less.8 Then, as previously stated, in March 1970,
77
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RnV. CoDE oF 1954, § 101'(b).
U.S. v. Kintner, 216 F.2d 418 (9th Cir. 1954).
Gat v. U.S. 175 F. Supp. 360 (N.D. Tex. 1959).
Foreman v. U.S., 232 F. Supp. 134 (S.D. Fla. 1964).
See, e.g., Treas. Reg. §§ 301.7701-1-301.7701-4, T.D. 6797, 1965-1 CuM. BULL. 553.
Act of October 10, 1968, Pub. L. No. 87-792, 76 Stat 819.
Treas. Reg. § 301.7701-2, T.D. 6797, 1965-1 CuM. BULL. 553.
T.I.R. No. 1019. 7 CCH 1969 STAND. FED. TAX. REP. 6867 at 71,625.
See, 115 CONG. REc. S 16241-50 (daily ed. Dec. 9, 1969).
115 CONG. REc. S 16250 (daily ed. Dec. 9, 1969).
INT. Rpv. CODE OF 1954, §§ 1379(b) (1), 1379(d).
INT.
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with the issuance of Revenue Ruling 70-101,88 the Internal Revenue Service
clearly specified that professional corporations and associations, formed in accordance with state statutes providing therefor, would be granted corporate tax
treatment. This would seem to have put the matter to rest, but, as shown above,
in the months that followed, various officials of the Treasury and Internal Revenue Service, in speeches and interviews, made it clear that the Treasury, in early
1971, will submit proposals to Congress which will, in substance, give unincorporated professional people equal treatment with corporate employees. With all
this in mind, the question readily comes to mind, "what lies ahead?"
As previously noted,"9 it appears that the main format of the Treasury plan
would be the Keogh plan with modifications. The first and foremost modification would be as to the amount of contribution permitted. It appears that fifteen
percent of compensation, rather than the present ten percent, and with an overall
limit of $10,000, rather than $2,500, would be suggested. Certainly a proposal
along these lines would appear to be reasonable and acceptable to most professional people interested in the subject.
While a proposal along the above lines might appear reasonable and feasible
to the Treasury and to professional people, the question arises as to whether the
proposal will appear reasonable to certain other interested parties. One doubts
whether those members of Congress, particularly of the United States Senate,
who, in connection with the Tax Reform Act of 1969, sought to limit the use of
professional corporations and associations, would be willing to accept the fifteen
percent and $10,000 limits. One must also consider whether a limitation along
these lines should be imposed upon all corporate plans, that is, regardless of
whether the corporation involves professional people. One can obviously foresee,
opposition to this on the part of executives in large corporations whose retirement
plans would be considerably diminished by such limitations. This would then
bring up the question of whether the proposal should be limited to closely held
corporations only, so that the large corporations, which for the most part are
publicly held, would be exempt from the limitation.
In determining what lies ahead, one must also recall that when the Keogh
plan was originally proposed, it was known as the "Silverson" plan and that the
original proposal allowed a contribution limit of $10,000." ° In the legislative
process this amount was whittled down to $2,500, with only $1,250 actually
deductible. With the inroads of inflation during the intervening years, it appears
that the original $10,000 proposed in the "Silverson" plan would, in today's
money, be more like $12,500. One must ask if the Treasury's present proposal
faces the same "whittling" as the "Silverson" plan.
In spite of the disadvantages of Keogh plans and in spite of the foreseeable
arguments against the Treasury's proposing a plan patterned after Keogh plans,
this author feels that an acceptable plan can be attained by modifying the Keogh
rules. On the whole, it would seem that if the contribution question can be
acceptably answered, that is, if an amount can be agreed to, then the other
complaints with respect to Keogh plans could easily be remedied. Certainly
88
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Rev. Rul. 70-101, 1970 INT. REV. BULL. No. 9, at 13.
See text accompanying note 16, supra.
See Silverson, Earned Income and Ability to Pay 3 TAx L. REv. 299, 315 (1948).
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some of the strict limitations of the law with respect to Keogh plans should be
eased. For the most part, this would not be a problem of major dimensions. One
quick remedy would be to do away with the category of owner-employees and
give to them the treatment accorded the self-employed under the Keogh plans."
The penalties for excessive contributions should be removed, but the general
provisions of the Internal Revenue Code with respect to discrimination and
prohibited transactions under corporate retirement plans should apply.
As to coverage, the general corporate rules should be adequate. Similarly,
the corporate rules with respect to vesting and distributions should be made
applicable, rather than the strict requirements presently applicable to Keogh
plans. As previously stated,92 the treatment of lump sum distributions in corporate
plans was substantially limited by the Tax Reform Act of 1969. This limitation
would seem a reasonable limitation to adopt for the new Treasury proposals.
The choice of trustee might well be relaxed in order to permit trustees
other than banks. Perhaps this might be resolved by requiring that there be at
least one non-employee trustee, but with provision for employee co-trustees, in
addition, if the parties wished.
The exemption from estate tax and the $5,000 death benefit, while substantial in the case of many employees, should be handled as in the case of ordinary corporate retirement plans.
The $2,500 contribution limitation imposed upon Subchapter S corporations
should be eliminated and should at least be raised to the same level as the contributions permitted professional people under the new Treasury plan.
Finally, for those professional people who still wished to operate as a professional corporation or association, a further provision could be added. It
would recognize that professional people should be permitted to select treatment
either as a partnership or proprietorship, on the one hand, or as a professional
corporation or association on the other. The provision should allow those who
have formed professional corporations and associations to continue to operate in
that form without having to liquidate their corporation or association. Those
who wished to liquidate might well be permitted to do so without tax penalty
during a moratorium, lasting perhaps until the end of their current taxable year,
but in no event requiring them to liquidate prior to a date such as December 31,
1971, assuming the Treasury proposal was enacted by Congress sometime during
the calendar year 1971.
This final provision recognizes that professional corporations and associations
have advantages other than strictly tax advantages, and that many professional
people, having now operated as a professional corporation or association, would
choose to continue to operate as such. It also recognizes that professional people
might well wish to adopt the professional corporation or association form, even
though partnerships and proprietorships were given opportunity to set up retirement plans under the terms of the new Treasury proposal. Under the above
proposals, there would still be tax advantages held by professional corporations
and associations, as well as by ordinary corporations, which would not be granted
91 Self-employed individuals are treated substantially like corporate employees, except the
deductible portion of their contributions is limited to $2500.
92 See text accompanying note 60 supra.
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to professional people who did not incorporate or form an association. Those
advantages include group life insurance, disability insurance, medical, health
and hospitalization plans, all of which corporations may set up on a deductible
basis, as well as the opportunity to accumulate funds in the corporation at low
tax rates. Nevertheless, the new opportunities given to professional people who
did not choose to incorporate or associate would be substantial and would permit
professional people to have some retirement benefits which they do not now
have. Substantial equality of treatment would be brought about. Professional
people would still have a choice-to stay in partnership or proprietorship form,
on the one hand, or, on the other hand, to incorporate or associate and thus
achieve all of the benefits of incorporation.
It is time to resolve this matter in a sensible and equitable fashion. Certainly
the Treasury has declared its intention toward that end. If the Treasury proposal,
when presented to Congress, is tailored along sensible lines, and if Congress can
be persuaded to pass legislation giving professional people substantial equality
with respect to retirement plans, whether they remain in partnership or proprietorship form, or choose to form professional corporations or associations, our
tax structure, at least in this area, will be more equitable. A large group of our
citizens, the unincorporated professional people of the country, would then at least
feel that they have some opportunity to provide for their own retirement, for
the protection of their families, and for the welfare of their employees.

